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Distortions in the Factor Market:
Models and Realities
*
GUNNAR FLIj)YSTAD
This paperconfrontsthe theoryof distortionsin the factormarketwith
empiricalevidence. It is generallyconcludedthattherewouldnot be muchto
gainin termsof increasedproductionfor theeconomyasa wholefroma techni-
callyefficientreallocationof labourand capitalbetweenindustries. However,
distortionsin the factor marketmay be of importancein somesectorsof the
economywhich meansthat imperfectionsin the factor marketshouldbe of
concernfor economicpolicy.
I. INTRODUCTION
Thepurposeof thispaperis to givea shortsurveyof theliteratureonthe
welfare ffectsof distortionsin thefactormarketwhichtoalargeextentoriginated
in dealingwithimportantdevelopmentproblemsof lessdevelopedcountries.Then
somebasicassumptionsin thesemodelswill beconsideredandanalysed,including
theassumptionthatthegovernmenthascompletecontroloverthedistributionof
income. Finally,we discussthe empiricalevidenceof distortionsin thefactor
marketandmakesomejudgementsasto therelevanceof welfaremodelsof distor-
tionsin thefactormarketforpolicyquestions,especiallyforlessdevelopedcountries.
II. A SHORT SURVEY OF THE LITERATURE ON THE WELFARE
EFFECTS OF DISTORTIONSIN THE FACTOR MARKETl
Thedesireto raisethestandardof livingin lessdevelopedcountrieshasinthe
postwarperiodgivenriseto a renewedinterestin theeconomicargumentsfor pro-
tection. Thetraditionalinfant-industryargumentfor protectionhasbeenrestated
andexpanded,andmanynewargumentsfor protectionhavebeenadvancedby
*The author is on the faculty of the NorwegianSchool of Economicsand Business
Administration,Bergen(Norway). He gratefullyacknowledgeshelpful commentsfrom V. D.
Norman,G. M. Gerhardsen,Ole Myrvoll,S. Guribye,SyedNawabHaiderNaqviandB. Singhon
anearlierversionof thispaper.
1For someexcellentsurveysof the literatureon domesticdistortions,from which this
surveyhasstronglybenefitted,seeChacholiades[7]chapter20andMagee[31].
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severaldistinguishedeconomists,perhapsespeciallyby Hagen[20], Lewis[29],
Myrdal[36] andPrebish[42]. Theseauthorsarguefor protectionbecauseof the
existenceof externaleconomiesandfactorpricedifferentials,which,in turn,give
riseto domesticdistortions(i.e.divergencesbetweenmarketpricesandopportunity
costs).
Thus,thetheoryofdomesticdistortions(includingthetheoryof distortionsin
the factormarket)is a directoutgrowthof theactivityin thefieldof economic
developmentanddealsprimarilywith(a)thevariousdistortionswhichpreventthe
marketfromreachingPareto ptimality,and(b)thepolicythatshouldbepursuedin
ordertoneutralizedomesticdistortionsandachievePareto ptimality.
Thedevelopmentof thetheoryof domesticdistortionsowesmuchHaberler's
[18], classicpaper. Additionalimportantcontributionsweremadeby Corden
[9], FishlowandDavid[13],Hagen[20],Meade[34],Naqvi[37]andespecially
BhagwatiandRamaswami[4]. ThetheorywasrestatedandsharpenedbyJohnson
[26]andsystematizedandgeneralizedbyBhagwati[3].
A mainconclusioni thesestudiesisthattradeinterventionshouldnotbeused
asameansof correctingdomesticdistortions.Thepolicyshouldinsteadtakeplace
attheexactpointatwhichdistortionsoccur.
In thispaperWeshallbe confmingourselvesto dealwith thedistortions
whichoriginatein thefactormarket,in particularwithwagedifferentialsin the
labourmarketwhichhavebeenamainconcernof theauthorsmentionedabove.
Concernoverwagediffe,rentialsis not new,asis easilyverifiedby theearly
worksofCairnes[8],Manoilesco[33],Ohlin[40;41]andViner[48].
In thepostwarperiod,thesubjectof factor-pricedifferentialsreceivedagreat
dealof attentionasa resultof theinterestin theeconomicsoflessdevelopedcoun-
tries.Thus,contributionshavebeenmadebyBhagwatiandRamaswami[4],Eckaus
[12],FishlowandDavid[13],Haberler[18],Hagen[20],Johnson[25;26],Lewis
[29],andothers.
Twodifferentypesof factor-pricedifferentialsareusuallyreferredto in the
literature.First, theremaybe a differentialbetweentherewardof-a factorin
differentindustries.Thus,it is usuallyassumedthatwagesin industryarehigher
thanwagesin agricultureby a marginwhichcannot beaccountedfor by such
factorsashigherskills,disutilityof urbanliving,investmentin humancapital(by
training),andmovingcostsfromtheruralto theurbansector.Second,eventhough
factorpricesmaybeequalin all industries,factorrewardsmaynotcorrespondto
marginalproductivity.Thus,wagesmaybeequalbetweeni dustryandagriculture,
butwagesin agriculturemaybehigherthanthemarginalproductivityoflabourasin
Lewis[29]whoassumesthatwagesinagricultureareequaltotheaverage- notthe
marginal- productof labour.Bothof thesetypesoffactor-pricedifferentialsgive
riseto twodistortionsatthesametimei.e.
(a)
x
MRSLT "* MRSr T
(b) MRSXY
= MRTfxy "* MRT~y
where MRSiLT = marginalrateof substitutionf labourforlandin industry
i (i = X, V), MRSXY= thesocialmarginalrateof substitutionof X for Y in con-
sumption,MRTd = thesocialdomesticmarginalrateof transformation,thatis,thexy
opportunitycostof X in termsof Y, andMRT~y= theforeignmarginalrateof
transformation,thatis,themarginaltermsoftrade.
Asequations(a)and(b)show,factor-pricedifferentialsgiverisetotwomajor
distortions.First,theypreventheequalitybetweenthemarginalrateof substi-
tutionof labourfor landin industryX andY (thatis MRS£T "*MRS[T)' Thus,
onegetsa misallocationof resources- theeconomydoesnotoperateonthecon-
tractcurveandtheproductionpossibilitiescurveis pulledin towardstheorigin
(exceptattheintercepts).Second,factor-price'differentialsgiverisetoadivergence
betweenthe commoditymarketprice ratioandthe domesticmarginalrateof
transformationi.e.theygiverisetothedistortion:MRS =MRTf "*MRTd .xy xy xy
To provethis, considerthe productionfunctionsY =Y (L , T ) andX =
X (Lx' Tx) of industriesY andX, respectively,whereLi andTi ar:lab6urandland,
respectively,in industryi (i = X, Y). Thetotalderivativesof theseproduction
functionsare.
1. dY = MPP 0dL +MPP 0 dT
Ly y Ty y
2. dX =MPP 0 dL +MPP 0 dTLx x Tx x
whereMPPLi andMPPTi stand,respectively;for themarginalphysicalproductof
labourandlandinindustryi (i=X,V).
Thetotalamountof landandlabourisgivenandfullyutilized.Thus
3. dT =- dT =dT2> 0y x
4. dL =- dL =dL2 > 0
y x
2To avoidmisunderstanding,note that dT and dL are not changesin total land and
labour,respectively.The symbolsdT anddL without subscriptswereintroducedin orderto
writeequation5 assimplyaspossible.
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Assumingperfectcompetition(ignoringthe possibilitythat factorsmaynot
be remuneratedaccordingto theirmarginalproductivity),we have:Wx = Px 0
MPPLx ; rx =Px 0 MPPTx; Wy=Py 0 MPPLy ; andry =Py 0 MPPTy where
p., W. andr. areprices,labourcoststo the employersperworker3aridcapital costsI I I
perunitof capitalin industryi (i = X, Y). Substitutingtheseassumptionsi to
equationsI and2 andthenformingthemarginalrateof transformationi pro-
duction,wehave:
~ can makethe countrybetteroff. Thus,suchproductiontax and/orproduction
Py
subsidypolicycouldmakethecountryto produceatPI andconsumeatCI.
y I.I
P
~(W °dL+r odT)
P y y
Y
dYd
- - =MRT =-
dX xy
~o~[Wy 0 dL+dT]
P r r
y x y
It.
x
5.
W 0 dL+r °dTx x Wx 0 dL +dT
rx
P
The equationaboveshowsthat if r =rand W oFW , thenMRTdXY oF x.
x y x y p
y
andtheratioof theinternationalpricelinewill not betangento theshrunkin
productionpossibilitiescurve.
A simpleillustrationmayfacilitatetheunderstandingof theprecedingdis-
cussion.AssumethatthewagerateWx inindustryX is higherthanthewagerate
W in industryY, thatis W >W ,butthatthereturnoncapitalineachindustry isy x y
equal,thatisr = r . Thus, ('!!.) >( '!!.) . Thisimpliesthattheeconomyisnotx y r x r Y
onthecontractcurve,andthereforeis onashrunkinproductionpossibilitiescurve.
In thefigurebelow,thesolidcurveAPzB is theeconomy'strueproductionpossi-
bilitiescurve(correspondingto beingonthecontractcurve),whilethebrokencurve
APoPIB is theeconomy'shrunkin frontier.Thefixedinternationalpriceratiois
illustratedby theabsoluteslopesof theparallelstraightlinesthroughPo,PI andPz.
In aneconomywitha wagedifferential,th~refore,theeconomycouldproduceat
Po andconsumeatCo.Theeconomyfailsto maximizenationalwelfarebecause(a.)
it operatesontheinferiorfrontierAPoPI B insteadof thetruefrontierAPzBand
(b) it choosesontheinferiorproductionpossibilitiescurveasuboptimalpoint(Po)
insteadof theoptimal(PI)'
Botha tariffandaproductiontax(orsubsiciy)restrictheeconomytooperate
ontheinferiorproductionpossibilitiescurveA PoPI B. Butwhereastheeffectsof a
tariffonwelfareareuncertain(becauseof thedistortionsit createsin consumption),
a productiontaxon Y and/oraproductionsubsidyto X, atanappropriaterateto
completelyoffsetthedivergenceb tweenMR~ andtheinternationalpriceratio,xy
B
Figure 1
Fun Paretooptimality,however,canonlybeachievedby meansof appropri-
atetaxesandsubsidieson factoruse. Herewemustbecareful.Recallthatdistor-
tionsin thefactormarketoccuredbecauseW > W , whiler = r . Thefunda-x y x y
mentaleqilalitiesW =Wand r =r canthusonlyberestoredby(1)asubsidytox y x y
theuseof labourin X; and(2) a taxontheuseof labourin Y. Theeconomywi1l
thenproduceatPz andconsumeatCz.
Whena taxis imposedontheuseof landinX or asubsidytotheuseofland
in Y, wehaveW > Wand r > r eventhoughwemayhavetheequalityW /rx y x y x x
= W /r. Accordingly,in this casethe economymay produceon its true pro-y y
duction-possibilitiescurve,butatasuboptimalpointsuchasS inFig.1. (Recallthat
inthiscasewhenW /r =W /r ,wehavefromequation5x x y y
3Note that labour costper workerwill not necessarilybe equa!to wagesreceivedby
workers becauseof subsidy or taxeson the useof labour.
MRT~y=~ 0 ~ i.e.
Py rx
becauser /r < 1by assumption.)y x
MRTd < Pxxy -
Py
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III. FACTOR MARKET DISTORTIONSAND THE INCOME
DISTRIBUTIONPROBLEM
movedoutwardsall thewayto thetrueor maximumproductionpossibilitiescurve
whenthereareconstraintsonthepossibilitiesof taxinglabourincome.
In theirpaper,AnandandJoshi investigatea standardualeconomy(agri-
cultureandindustry)modelwithafactorpricedistortionintheformofaminimum
wage(abovethecompetitivewage)setbytradeunionsin theindustrialsector,while
wagesin agriculturearecompetitivelydetermined.Thetwofactorsof production,
labourandcapital,arefixedandinelasticin supply.Productionfunctionsin both
sectorsarewellbehaved.Goodspricesarefixedby internationaltrade,sothatthe
twosectorsareassumedto producethesamegood,viz.foreignexchange.Thereare
notaxesonworkers,andthegovernmentcanonlytaxprofitsinindustry.Thereisa
fixednumberof capitalistswhosupplytheentirecapitalstockinelastically,subject
toreceiving'aminimumnetincome.Themodelisstaticandthereisnosaving.
In developingthismodelAnandandJoshimaketheadditionalsimplicationfor
easeof expositionthatthemarginalproductof labourin agricultureis constant.
Capitalis assumedto beimmobilebetweensectors.Labour,on theotherhand,is
perfectlymobileandfullyemployed.Workersmigratebetweensectorsbecauseof
thewagedifferentialbetweenthetwo sectors.Theproblemraisedby Anandand
Joshi is to determineoptimumemploymentin industry,subjecto a goalof an
egalitariandistributionof income.Fig.2 illustratestherelevantpoints.OQis the
numberof capitalists,while00'is thetotallabourforce. MM' showsthemarginal
productof labourin industry,whilemm'showsthemarginalproductof labour
in agriculture.OW is the exogenouslygivenminimumrealwagein industry.
Ocis theminimumrealnetincomethateachcapitalistreceive.Laissez-faire(Le.no
governmentintervention)witha factorpricedistortionin theformof aminimum
wagein theindustrialsectorequalto OWleadsto employmentOL in industryand
O'Lin agriculture.ProfitsinindustryequalsMJW.5 However,maximumproduction
at internationalpricesrequiresthatthecountryproducesat Z withemployment
OL0 in industryandO'L0 in agriculture.This will resultin anetgaininoutputof
JZH andrequiresasubsidyof KZ permanin industry.Thetwocrucialquestions
AnandandJoshinowrisearethefollowing:(i) Isit feasibletoreachZ,and(ii)is it
desirabletoreachZ?
(i) If workerscannotbetaxed,it isfeasibleto reachZ if maximumgovern-
mentrevenuefromtaxingprofitsexceedsthecostof thesubsidy.Thefeasibility
conditionis MmZ- OQC'c > WmZKwhichimpliesthatwemusthaveMWJ -
OQC'c > KJZ. If agriculturalworkerscanbetaxed,theconditionbecomesMWJ-
OQC'c+O'm'ZLo>KJZ.
(ii) If thedistributionof incomeis consideredto beof no importance,the
countryshouldattainZ, or moveas far towardsZ asthetaxrevenuepermits.
However,withanegalitariansocialwelfarefunctionit maynotbedesirabletoreach
Weconcludethatin thecaser =rand W > W fullPareto ptimalityisy x x y
restoredby meansof a subsidyto theuseof labourin X anda taxontheuseof
labourin Y ata ratewhichexactlyoffsetsthedistortion.Suchanoptimalpolicy
leadsfroma productionequilibriumat Po to a productionequilibriumat P2 in
Figure1.However,if Wx > Wy andr > r ,butW /rx =W /r fullParetoOpti-x y x y y
malityis restoredby meansof eithera subsidytotheuseoflabourandlandinX or
a taxontheuseof labourandlandin Y ataratewhichexactlyoffsetsthedistor-
tion. In thiscasetheproductionequilibriumwouldmovefromS to P2. In both
casesan optimalpolicyleadsto productionequilibriumat P2 andconsumption
equilibriumatC2.
Wehavenowgivena shortsurveyof thetheoryof welfareeconomicsand
distortionsin thefactormarket.Thistheoryoriginatedasa resultof adiscussion
of whatmightbeanoptimalpolicy,especiallyforalessdevelopedcountry.Weshall
nowdiscussthepracticalrelevanceof thisdistortionmodel.In doingsoweshall
discusstherelevanceof thefactthatthetheoryof welfareanddistortionin the
factormarket(asdomostwelfareconomics)implicitlyassumethatthegovernment
is in completecontroloverthedistributionof income.4Then,weshalldiscussthe
empiricalevidenceof factormarketdistortions.
Onthebasisof thisdiscussionweshalltrytodrawsomeconclusionsastothe
practicalrelevancefor economicpolicy,especiallyfor a lessdevelopedcountry,of
thetheoryofwelfareanddistortionsinthefactormarket.
Theassumptionof totalgovernmentcontroloverthedistributionof income
maybeof doubtfulrelevanceinanalysingtheoptimalpolicyresponsetoanymarket
distortion.But, aspointedoutby AnandandJoshi [1], theunrealismis partic-
ularlyglaringin thecaseof certainfactormarketdistortions.Thus,itwouldbevery
peculiarif thegovernmentwascompletelyfreetotaxunionisedworkersandreduce
theirpost-taxincomesbelowtheirwagestoanyexten~it chooses.Thiswouldimply
eitherthattradeunionactivityisdirectedsolelyatmaintainingthepriceof labour
withoutanyregardto thepost-taxincomesof unionmembersor thatunionised
workersufferfromperfect"taxillusion"anddonotnoticeanydifferencebetween
pre-taxandpost-taxincomes.Neitherof thesealternativesislikely.
Oneimportantproblemraisedby AnandandJoshi,then,is whetherit isa
feasibleandoptimalpolicyfor governmentinterventionto correctfactormarket
distortionsto suchan extentthattheshrunkin productionpossibilitiescurveis
4Without this assumptionthe standardcommunityindifferencecurvesusedby inter-
nationaltradetheoristswouldbewithoutanywelfaresignificance(seeSamuelson[44;46]).
5All fixedcostsareassumedto bezero.
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Z evenif thetaxrevenuecouldmakesuchamovepossible.Inthiscase,therewillbe
a trade-off betweenproductionat internationalpricesandequity.Thus,revenue
(MWJ-OQC'c) could eitherbe usedto subsidizemanufacturingemployment
(implyinga gainin production),or it couldbeusedasa lump-sumtransferto the
agriculturalworkers.MaximumproductionatZ (throughanemploymentsubsidyof
KZ per workerin industry)andequalityof labourincomes(throughanincome
subsidyof KZ perworkefinagriculture)atthesametimecanonlybeachievedwhen
(MWJ-OQC'c) ~ KJZ +KZ m'W'.
However,whenthisconditionis not mettherewill bea conflictbetween
productionandequity. Thus,movingtowardsZ by increasingindustrialproduc-
tionby meansof anemploymentsubsidyis no longeranunqualifiedsocialbenefit
becausethiswill reducethesUfplusavailablefor redistributionto thepooragricul-
tUfalworkers.
In orderto analyse xactlywhereproductionandemploymentin sucha
situationwill haveto takeplace,AnandandJoshiusea symmetricadditivewelfare
functionasshowninequation1.
N
QI
...
::J
CTI
11..
n =LoU (W)+(N- L) 0 U (y)+Q 0 U (c) (1)
In theequationabove,wehavethefollowingsymbols
L
W
N
y
employmentinindustry
industrialsectorminimumwage
totallabourforce(assumedfixed)
incomepercapitain theagriculturalsector,definedas
=
=
y =m + f (L) - WL - c Q
N-L
(2)
wherewehavethefollowingadditionalsymbols
m = marginalproductin theagriculturalsector
f (L) = theproductionfunctionin theindustrialsector
c = minimumnetincomeof eachcapitalist
Q = totalnumberof capitalists(assumedfixed).
Thus in equation2 [f (L) - WL - cQ] is the industrialsurplu.savailableand
usedasanincometransfertotheagriculturalworkets.
In equation1 V (.) is thesocialvaluationof individualincomeandsatisfies
U'(0) >0andV" (.) 'S.0
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*
Theproblemis to chooseindustrialemploymentL soasto maximisesocial
welfareII, whichimpliessetting811j8L= O. Thusanecessaryconditionfor opti-
mumis
f' (L) =W* =W - (4)
Thiscorrespondstoa solutionin whichthesurplusperworkerin theagricul-*
turalsectorismaximized.In general,for 0 < € < 00,theshadow ageW lies* *
betweenthetwoextremelimitsWoandWoc' Theoptimalemploymentassociated
withtheselimitsof theshadowwagerateis givenby L°, andLoc,respectively,in
Fig. 2. Thustheupperlimitof industrialemploymentis at Z. In thiscase,it is
optimalto increaseindustrialemploymentuntilthevalueof outputatworldprices
ismaximum.
In general,optimalindustrialemploymentwill be somewherebetweenOL"
andOLo,andOL* .
Whatare,then,theimplicationsof theanalysisby AnandandJoshifor the
Bhagwati-Ramaswami-Srinivasanmodelwith a proportionalwagedifferential
betweensectors?TheBhagwati-Ramaswami-Srinivasanequilibriumis, aspointed
out in sectionII, characterizedby thefollowingtwofeatures:(a)theequilibrium
wouldlie alonga "shrunk-in"productionpossibilitiescurvecorrespondingto the
wagedistortion;and(b)themarginalratesof transformationbetweengoodsdomes-
ticallyandthroughtradewoulddiffer.Onthebasisof theanalysisby Anandand
Joshiweconcludethat,in general,optimumwelfarewouldimplyW*~m. Thus
optimumwould,in general,involveonlypartialoff-settingof thewagedistortion
andwouldlieonanewproductionpossibilitiescurveoutsidetheoldone,butstill
insidethemaximumone(correspondingto beingonthecontractcurve).Features
(a)and(b)wouldcontinuetoexist.
v (W)- V (y)+(N- L) V' (y) 0 ~ =08L (3)
8yj8L canbesubstitutedfromequation2. Thus,bydifferentiationof thisequation,
wehave
8y = f' (L) - W
8L N - L
+ f(L)- WL -cQ
(N - L)2
I
N-L
(f' (L) - W+Y - m)
Insertingthisequationinto equation3 gives
V (W)- V (y) - (y- in)
V' (y)
Equation(4) showsthemarginalproductoflabourinindustrymaximisingthe
socialwelfarefunction,i.e.thevalueof theshadow ageW*.
To determinethelimitsfortheshadow agerateW*,AnandandJoshiassume
thefollowingsocialvaluationfunctionV ( 0)
y € > 0
N. THE EMPIRICAL EVIDENCE OF DISTORTIONS
IN THE FACTOR MARKETI - €
I - €
V(y)=log y, € = I
*
Woc= W - (y - m)=(W- y) + m
Wenowturntothequestionofhowimportantfactormarketdistorationsmay
bein therealworld. If it canbeshownthatdistortionsin thefactormarketis of
someempiricalimportance,thenthepreviousanalysis,includingtheanalysisby
AnandandJoshi,maybeof importanceforeconomicpolicy.
In dealingwith theempiricalevidenceof distortionsin thefactormarket,
however,it is importanto beawareof thefactthata differentialin thefactor
rewardsmaynot bedueto agenuinedistortion.Thusaspointedoutby Bhagwati
andRamaswami[4], wedonothaveagenuinedistortionin thefactormarketif a
wagedifferentialisdueto e.g. "(1)autilitypreferencebetweenoccupationsonthe
partof thewage-earners,or (2)a rent(onscarceskills),or (3)a returnoninvest-
mentin humancapital(by training),or (4) a returnon investmentin thecostof
movement(fromthe ruralto theurbansector)".Thereis a genuinedistortion,
however,if awagedifferentialisattributabletoe.g."(5)trade-unionintervention,.or
(6) prestige-cum-humanitariangrounds("I mustpay my mana decentwage")
thatfix wagesatvaryinglevelsin differentsectors".Thus,thepreviousanalysisof
distortionsin thelabourmarketapplies,strictlyspeaking,onlyto distortionspro-
ducedbye.g.reasons(5)and(6).
Insertingthisequationinto equation4, wehave
* W I - €
W =W - ~ [( - ) - I] - (y - m)
I - € Y
When€ = 0, societyputsthesameweightontheincomeofeveryperson,i.e.
thesocietydoesnot worryaboutthedistributionof income,wehave
*
Wo=m
Thisresultcorrespondsto maximumproductionatinternationalpricesatZ in
Fig.2.When€ -+ .00 socialvalueisonlyplacedontheincome(s)of theworst
off.Thus
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In thecapitalmarketagenuinedistortionmaynotexistif adifferentialinthe
retumon capitalisdueto a (7)riskpremium,butmayrepresentagenuinedistor-
tionif (8)thegovernmentorthebankingsysteminterveneinadiscriminatorywayin
the capitalmarketasit mayhappenwiththeinterestratefacingthe"modem"
and"traditional"sectorinmanylessdevelopedcountries.
Thusanyobservedifferentialin thereturnto a factorofproductionmaybe
causedby bothagenuineanda non-genuinedistortionin thefactormarket.How-
ever,in empiricalinvestigationsit will usuallybeimpossibleto separatethesetwo
typeof distortions,andonewayto interpretanobservedifferentialto afactorof
productionis thatthisdifferentialis dueexclusivelyto agenuinedistortionin the
factormarket.To theextenthatthismaynotbetrue,thegenuinefficiencylosses
maybothbelessor greaterthanwhathasbeenestimatedfromexistingempirical
investigations,perhapsmostlikelylessthantheseinvestigationsshow.
Onlyfewempiricalstudiesof theefficiencylossesdueto distortionsin the
factormarkethavesofarbeenmade.Thus,Harberger[22]hasstudiedthecostof
distortionsin thelabourmarketin theChileaneconomyandconcludedthatthe
reallocationof labourwouldnot raisenationalwelfareby morethan15percent.
Doughertyand Selowsky[11] haveexaminedthe effectsof wagedifferentials
betweenindustrialsectorsfor labourof equalqualityin Columbia,andconcluded
thatlosses,dueto misallocationof labourbetweensectors,wereunlikelyto be
seriousandmostlikelylessthan2 percentof totaloutput.However,thesestudies
onlyconsiderthedistortionsthatmayexistin thelabourmarket,anddonotconsider
thelossin economicefficiencythatmaybeduetodistortionsin thecapitalmarket.
Onereasonwhy so fewempiricalstudiesof distortionsin thefactormarketare
availablemaybethatdataofbothlabourandcapitalin thedifferentsectorsand.the
retumto thesefactorsof productionsonlyto a smallextenthavebeenavailable.
Onecountryforwhichsuchdatahavebeenavailable,however,isNorway,andI shall
reproducesomeof theresultsof a quitedetailedempiricalinvestigationf distor-
tionsin thefactormarketfor thiscountry Fl<t>ystad[15].
Table1 showsthereturnto labourandcapitalin Norwayin theyears1955,
1961and1965andtherankingof industriesaccordingto thereturntothesefactors
of production.Thetableis confmedto theManufacturingandConstructioni dus-
tries.
In table1 the industriesareclassifiedin sheltered,import-competingand
exportindustries.Thepricesonthecommoditiesintheshelteredindustriesarenot
assumedtobeaffectedbypricesin theinternationalmarketbutbyinternalsupply
anddemand,whilethepricesin theexportandimport-competingindustriesare
supposedto bedeterminedby theinternationalmarket.Thesector-specification
usedin thispaperiswithsomeminormodificationsthesameasin themodelusedto
evaluatetheconsequencesofanincomesettlementinNorway.6
6See,e.g.,Aukrust[2].
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As shownin table1,returnoncapital.variesconsiderablybetweenindustries
andtherankingof thereturnoncapitalbyindustryisquitedifferentin 1955,1961
and1965.Moreover,it isalsoverylikelythatfigureshowingthereturnoncapital
for thewholepostwarperiodwouldhaveshownconsiderableinstabilityduetogreat
fluctuationsin thenon-wageincome.
Also thewagesvaryconsiderablybetweenindustries,butthewagestructure
hasbeenmuchmorestablethanthestructureof thereturnoncapital.Thus,the
differencebetweentherankingof wagesin anyindustryin twodifferentyearsin
table1 doesnot exceed3 in morethanlout of 17industries.Moreover,the
NationalAccountshowt~athewagestructurehasbeenremarkablystablein the
wholepostwarperiod.
Asshownin table1,thereseemsto bea fairlyclearrelationshipbetweenthe
levelof wagesandtheincreasein employment.Thus,the10industrieswhichin
1965werepayingthehighestsalarieshadwithoneexceptionimincreaseinemploy-
mentin theperiod1955-1965,whilethe remainingindustriespayingleasthad
with two exceptionsa decreasein employment.Thescantinformationavailable
seemsto suggestthatit isnotlikelythatthedifferencesinwagelevelperman-year
in thedifferentindustriescanbe explainedto a largeextentby differencesin the
skill compositionbetweenindustries.Thus,theNorwegianWageStatisticsindicate
thatwagesfor thesametypeofskillinthedifferentindustiresvariedmoreorlessin
thesamewayasdidtotalwagesperman-year.7
Theempiricalevidenceof thereturnto labourandcapitalindicatesthatthe
distortionsin thefactormarketmaybequitesevere.Thisseemstobeespecially
trueforthereturnoncapital.
In orderto estimatethe efficiencylossesdueto distortionsin thefactor
market,I haveestimatedthetechnicallyefficientallocationof labourandcapitalin
the17industriesin table1in 1965.In doingsoI usedthefollowingequations:
No.of
equations
8XI 8X2 8XI7
8LI = 8L2 = = 8LI7
8XI 8X2 . . . . . 8XI7
8KI 8K2 8KI7
X2° =X2 (K2, L2), . . . . .
XI70 =XI7 (KI7' L17)
K I +K2 +.. . .. +K17 =K 0 and
L I +L2+. . . . . +LI7 =Lo (3)
whereX
I" K. andL. arefactorincome,capital,andlabour,respectively,in sectornoI I
i. X20 . . . . . X170 arefactorincomein sectors2 . . . . 17,andKo andLo total
7See,[39].
16 (1)
16
(2)
2
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capitalandlabour,respectively,in 1965.Theproductionfunctionsinequation2are
assumedtoshowconstantreturnstoscale.
In thesystemabovewehave34equationsand34unknownsviz. L1 . . . . L17
andK1. . . . K17andthesystemisdetermined.Moreover,sincelabourandcapitalin
allsectorshavebeendeterminedfromtheequationsabove,factorincomein sector
no. 1 canbeestimatedby meansof theproductionfunctionfor thissector(not
shownin equation2 above).Thesystemaboveimpliesthatthefactorincomein
sectorno. 1is maximizedsubjecto agivenfactorincomein theothersectorsand
totallabourandcapitalinallsectorsin 1965.
In estimatinga technicallyefficientsituation,productionfunctionshowing
constantreturnto scaleandalternativelasticitiesof substitutionbetweenlabour
andcapitalwereused. Thus,if theelasticityof substitutionbetweenlabourand
capitalwasassumedto beequalto onea Cobb-Douglasproductionfunctionwas
used.If theelasticityof substitutionbetweenlabourandcapitalwasassumedtobe
differentfromoneaCESproductionfunctionof thetype.introducedbyArroweta/.
wasassumed.Moreover,in estimatingtheparametersintheseproductionfunctions,
it wasnecessaryto usethewage/capitalincomeratiosin thedifferentindustriesin
1965.However,thesewage/capitalincomeratiosmayfluctuatequitealotfromyear
to year,andin computationstheratiosexistingin 1955and1961werealsoassumed
toseetheimpactontheresults.
Thefactorincomein the17industriesin table1 wasfor severalindustries
maximizedoneby one,subjecto thefactorincomein theotherindustriesandthe
totallabourforceandcapitalstockasobservedin 1965.It appearsthattheresults
arenotverysensitiveto theindustryinwhichthefactorincomeismaximized.8
Table2 showsthefactorincomein theChemicalsandproductsof chemicals
etc.industryin 1965if thefactorincomeinthisindustryismaximized.Thecompu-
tationswererunfor alternativemagnitudesof theelasticityofsubstitutionbetween
labourandcapitalGiassumedequalin all industriesaswellasfor alternativewage/
capitalincomeratiosZi andalternativeassumptionsabouthowmuchof totaldepre-
ciationis dueto productionandcapitalstock,respectively.Since,however,the
resultsof the computationswerenot verysensitiveto thetypeof depreciation
functionassumed,thediscussionbelowwill beconfinedto thecasewheredepre-
ciationisonlyduetoproduction.9
As shownin table2, theincreaseof factorincomefromatechnicallyefficient
reallocationof labourandcapitalbetweenindustriesi to bebetween100and400
mill. N.kr.dependingontheelasticityof substitutionbetweenlabourandcapital,
andthewage/capitalincomeratiosassumed.Thiscorrespondstoanincreaseof total
factorincomeinthe17industriesin table1of between0.7and3%.10
Table2
FactorIncomein theChemicals,etc.Industryin1965,andthe
FactorIncomein thisIndustryif Maximized
in theSameYearMill.N kr.
<Lrhecomputationsfor 1965wererun using1955,1961and1965wage/capitalincome
ratios,respectively.Therefore,the table showsfactor incomein 1965usingthesealternative
wage/capitalincomeratios. Notethatin usingthewage/capitalincomeratiosfor 1955and1961,
it wasnecessaryto usecomputedfactorincomefor 1965asa referencefor a comparisonwith
themaximizedfiguresof factorincome,sinceusingthesewage/capitalincomeratiosimplythat
thereturnon capitalin 1965hasto yield. For moredetails,seeFlr/Jystad[15].
Thisincreasein thefactorincomeseemstobequiteindependentof thewage/
capitalincomeratiosused.However,thereis :I clearlypositivecorrelationbetween
IOTotal factor incomein the 17 industriesin table I was in 1965 14.689Mill. N.kr.
SeeCBS [38], table11.
8SeeFlr/Jystad[14] whereI alsoreproducethe resultsfor maximizingthe factorincome
in thePaperandpaperproductsindustry.
9Pordetailsasto howthesecomputationsweremade,seeFlcf>ystad[15].
FactorIncome
Maximized
G.
1
Observedor
Computed 0.5 0.8 1.0 1.25
Zl955a 1170 1289 1360 1408 1467
Zl961a 1111 1273 1360 1412 1473
Zl965a 1126 1317 1403 1453 1508
36 GunnarFlif;ystad
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thefactorincomeandtheelasticityof substitutionbetweenlabourandcapital.This
is dueto thefactthata low elasticityof substitutionbetweenlabourandcapital
resultsinalesserreallocationoflabourandcapitalthandoesahighelasticityY
Thetechnicallyefficientor optimalallocationof labourandcapitalbetween
industrieswasespeciallysensitiveto alternativewage/capitalincomeratiosused.
Thisis shownin table3 and4 wherewereproducetheresultsof thecomputations
for a. =1.25assumedequalin all industries.1
Fromtables3 and4, it followsthatonehastobeverycarefulindrawingany
conclusionsabouthow labourandcapitalshouldbe reallocatedbetweenindus-
triesinordertogetamoretechnicallyefficientallocationof labourandcapital,since
thequestionaboutwhethertheactualabourandcapitalin oneindustryis lessor
morethanwhat shouldbe an optimalallocationof labourandcapitalheavily
dependson priceson productsandinputs,andtherebyalsoon thewage/capital
incomeratios.Thus,in 6 outof 16industriesin table3 (theChemicalsandproduct
of chemicalsetc. industrywherethefactorincomewasmaximizedis excluded),
an industrywhichwiththe 1965wage/capitalincomeratioshadtoomuchor the
rightamountof labourascomparedto theoptimalsituation,hadwiththe1961
wage/capitalincomeratiotoolittlelabour,whiletwoindustrieswhichwiththe1965
wage/capitalincomeratiohadtoolittlelabourwiththe1961wage/capitalincome
ratiohadtoomuchlabour.Similarconclusionsalsoholdtrueforcapital.
In table5, wehavecomputedthemarginalreturnto labourandcapitalin a
technicallyefficientsituationfor alternativemagnitudesof theelasticityofsubstitu-
tionbetweenlabourandcapitalassumedequalin allindustries,andcomparedthe
resultswiththeobservedfigures.
Thecpmputationsin thistablewererun for thewage/capitalincomeratios
existinginthedifferentindustriesin 1965.
As seenfromtable5 theoptimalreturnto labourandcapitalisquiteinde-
pendentof themagnitudeof theelasticityof substitutionbetweenlabourand
capital.Thusthedifferencebetweenoptimalwagescomputedfor thelowestand
highestalternativeof theelasticityof substitutionbetweenlabourandcapitaldid
onlydifferby morethan300N. kr. in a fewindustries,whileforcapitalthediffer-
enceisseldommorethan10%.
As seenfromtable5,theactualwagesarequite.closetooptimalwages.Thus,
15out of 17industrieshoweda differencebetweenactualandoptimalwagesof
lessthan10%for thehighestalternativeof theelasticityof substitutionbetween
labourandcapital,whileonly9outof 17industrieshadadifferencebetweenactual
andoptimalreturnoncapitalof lessthan10%.
Table3
ActualLabourin1965,OptimalLabourin1965=100.TheFactorIncomein the
Chemicalsetc.IndustryisMaximizedfor theHighestAlternativeof the
ElasticityofSubstitutionbetweenLabourandCapitalviz.1.25.1955,
1961and1965Wage/CapitalIncomeRatios,Respectively.
(OptimalLabourinEachIndustryin1965=100.)
Industry
1955
Wage/Capital
IncomeRatios
1961
Wage/Capital
IncomeRatios
1965
Wage/Capital
!ncomeRatios
11For more details as to theseresults, see Fl<1>ystad[15].
ShelteredIndustries
1. Food 119,6 105,7 103,5
2. Beverages 178,3 128,1 95,3
3. Woodandcorkproducts,
furniture,andfixtures 91,9 95,9 103,5
4. Printing,publishingand
alliedindustries 103,9 144,8 135,3
5. Leatherandrubberproducts 92,1 96,7 . 103,6
6. Non-metallicmineralproducts81,6 98,5 100,0
7. Construction 109,7 99,8 100,9
Import-competingIndustries
8. Tobacco 120,0 94,7 100,0
9. Textiles 90,0 107,4 98,9
10. Footwear,otherwearing
apparel,andmade-uptextile
goods 115,5 114,5 112,7
11. Iron,metalware,andmachine
industries 104,6 104,8 101,6
12. Electricalmachineryetc. 109,2 114,4 109,2
13. Transportequipmentand
repairing 91,9 95,7 105,7
14. Miscellaneousmanufacturing122,4 115,5 107,9
ExportIndustries
15. Basicmetalindustries 77,2 96,8 93,8
16. Paperandpaperproducts 96,3 76,9 76,6
17. Chemicalsandproductsof
chemicals,petroleumandcoal72,9 72,2 69,5
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Table 5
WagesandReturnon Capitalin 1965,WagesandReturnon CapitalComputedfrom theProductionFunctionUsing1965Dataof Labourand
Capital,WagesandReturnon Capitalin theOptimalSituationfor AlternativeMagnitudesof theElasticityof Substitutionbetween
LabourandCapital,andtheRelativeMarginalReturnto LabourandCapital(TheRelativeMarginalReturnsto TheseFactorsof
Productionin theEleCtricalMachineryetc.=100)for anElasticityof SubstitutionbetweenLabourandCapitalEqualto
1.25. FactorIncomein the" ChemicalsandProductsof Chemicalsetc.," IndustryisMaximized.Wagesper
Man-yearin N. kr. Returnon CtipitalperOneN. kr. of theValueof theCapitalEquipment
ReturnonCapitalin Wagesin theOptimal
Compu- theOptimalSituation Situation Relative
Return ted WagesCompu- Returns
Industry CapitalReturns a, 1965 ted* q Electri-11965 on * Wages cal=100 ;;;.
Capital 0.5 0.8 1.0 1.25 0.5 0.8 1.0 1.25 a(1.25
0.....
c';::
ShelteredIndustries '"
1. Food 0.107 0.107 0.098 0.099 0.100 0.101 1873618725 1959819446 19355 19251 73.9 S.
2. Beverages 0.108 0.108 0.110 0.112 0.113 0.114 22500 2243722124 2188921754 21608 83.0 '"
3. Woodandcorkproducts,
furnitureandfIxtures 0.118 0.118 0.104 0.106 0.107 0.108 20000 20000 20765 20668 20608 20539 78.9 '"04. Printing,publishingandallied ...
industries 0.205 0.205 0.108 0.112 0.115 0.118 17554 17560 21597 21897 22103 22367 85.9
5. Leatherandrubberproducts 0.119 0.119 0.106 0.108 0.110 0.111 20556 20516 21310 21192 21120 21038 80.8 ...
6. Non-metallicmineralproducts0.119 0.119 0.114 0.116 0.117 0.118 22419 22404 22921 22705 22577 22435 86.2 ..
7. Construction 0.149 0.149 0.126 0.129 0.131 0.133 2504625046 25309 2527625259 25236 96.9
Import-competingI dustries
8. Tobacco 0.000 0.000 0.102 0.105 0.107 0.108 20556 20556 20528 20554 2055520556 79.0
9. Textiles 0.088 0.088 0.087 0.088 0.089 0.090 17293 17287 17349 1724817118 17123 65.8
10. Footwear,otherwearing
apparelsandmade-uptextile
goods 0.150 0.150 0.091 0.093 0.095 0.097 16638 1663018178 18232 18268 18313 70.3
11. Iron,metalwareandmachine
industries 0.129 0.129 0.118 0.120 0.121 0.123 23014 23017 23581 2347023402 23326 89.6
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Also,asseenfromtable5thereisaquitesignificantdifferenceinthemarginal
returnto labourandcapitalbetweenindustriesin a technicallyefficientsituation.
As shownin thelastcolumn,themarginalreturnsto labourandcapitalis lessthan
80%of themarginalreturnsin theElectricaletc.machinery,wherethemarginal
returnsin a technicallyefficientsituationisthehighest,in 6 outof 17industries.
Theseresultsreferto anelasticityof substitutionbetweenlabourandcapitalequal
to 1.25,.but otheralternativesof thiselasticitywouldhavegivensimilaresults,
indicatingthatquiteseriousdistortionsmayexistin thefactormarketevenin a
technicallyefficientsituationP
The optimalreturnto labourandcapitalalsovariessignificantlybetween
industriesfor alternativewage/capitalincomeratiosassumed.This is shownin
tables6 and7whereweshowtheoptimalreturntolabourandcapitalforalternative
wage/capitalincomeratios,andfor anelasticityof substitutionbetweenlabourand
capitalequalto 1.25. Thedifferencestillfoundin themarginalreturnto labour
andcapitalin anoptimalsituationbetweenindustriesarenotverysurprisingiven
thefactthatthewage/capitalincomeratiosarefluctuatingquitea lot fromyearto
year.Thus,it wouldmostlikelyonlyhappenbychancethatthemarginalreturnsto
labourandcapitalwouldbecome qualin thedifferentindustries.This,however,
indicatesthattheconclusionsof quiteseriousdistortionsinthefactormarketwhich
werefoundin the technicallyefficientsituationfor 1965usingthe1965wage/
capitalincomeratiosdo nothaveto besignificantlymodifiedwhenotherwage/
capitalincomeratiosareassumed.
Fromtheanalysisin thissection,wemayconclude:
(a) Thereturnto labourandcapitalvariesquitealotbetweenindustriesin
theNorwegianeconomyasit alsomaydo in manyothercountries.13
Thestructureof wageseemsquitestableovertime,whilethestructure
of thereturnoncapitalis quiteunstablemostlydueto businesscycles.
This mayindicatethatquiteimportantdistortionsexistin thefactor
marketalthoughtheymaynotnecessarilybeduetogenuinedistortions,
(b) However,therewouldnotbemuchtogainintermsof increasedproduc-
tion from a technicallyefficientreallocationof labourandcapital
betweenindustries.Themaximumpossibleincreaseinproductionseems
tobeatmost3%ofoutput.
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12However.thesedifferencesin the marginalreturnto labourandcapitalbetweenindus-
triesmaynot bedue to genuinedistortionsin the factormarketasourpreviousdiscussionmay
indicate,
13SeeFl.pystad[16],
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Thislastconclusionisnotverysensitivetoalternativeassumptionsofthemagni-
tudeof theelasticityof substitutionbetweenlabourandcapital,aswellastoassump-
tionsofalternativedepreciationfunctionsandwage/capitalincomeratios.
Table 6
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ActualandOptimalWagesin 1965. TheFactorIncomein theChemicalsetc. Industryis
Maximizedfor theHighestAlternativeof theElasticityof Substitutionbetween
LabourandCapitalviz.1.25.1955,1961,and1965
Wage/CapitalIncomeRatios,Respectively.
WagesperMan-yearin N. kr.
The optimalallocationof labourandcapital,andoptimalreturnto these
factorsof productionseem,however,to bequitesensitiveto cyclicalfluctuations
in thewage/capitalincomeratios.Thisisespeciallytrueforcapital.Therefore,one
hastobeverycarefulindrawinganyconclusionsaboutwhatshouldbedoneinorder
to maketheallocationof labourandcapitalbetweenindustriesmoretechnically
efficient.
The theoryof distortionsin the factormarketoriginatedasa resultof a
discussionof whatmightbe an optimalpolicy,especiallyfor a lessdeveloped
country,in aneconomywithwagedifferentialsin thelabourmarket.Oneof the
conclusionsof thisdiscussionw~sthataneconomywithgenuinedistortionsin the
factormarketcanonlyachievefull Paretooptimalitybymeansof appropriateaxes
and/orsubsidiesonfactoruse.
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Table 7
Computed,ObservedandOptimalReturnon Capitalin 1965. TheFactorIncomein the
Chemicalsetc. IndustryisMaximizedfor theHighestAlternativeof theElasticityof
SubstitutionbetweenLabourandCapitalviz.1.25.1955,and1965
Wage/CapitalIncomeRatios,Respectively-
Returnon CapitalperOneN.kr. of the Valueof theCapitalEquipment
1955Wage/Capital1961Wage/Capital1965Wage/Capital
IncomeRatios IncomeRatios IncomeRatios
Industry Compu- Optimal Compu- Optimal Observ- Optimal
ted ted ed
ShelteredIndustries
1. Food .152 .127 .104 .096 .107 .10I
2. Beverages .268 .212 .159 .133 .108 .114
3. Woodandcorkproducts,
furniture,andfixtures .074 .109 .080 .095 .118 .108
4. Printing,publishing,andallied
industries .121 .106 .216 .115 .205 .118
5. Leatherandrubberproducts .088 .113 .088 .098 .119 .111
6. Non-metallicmineralproducts .071 .112 .107 .108 .119 .118
7. Construction .276 .158 .120 .122 .149 .133
Import-competingIndustries
8. Tobacco .169 .137 .091 .097 .000 .108
9. Textiles .064 .093 .104 .090 .088 .090
10. Footwear,otherwearingapparel,
andmade-uptextilegoods .173 .109 .149 .091 .150 .097
11. Iron, metalware,andmachine
industries .156 .140 .134 .117 .129 .123
12. Electricalmachineryetc. .178 .153 .168 .132 .161 .137
13. Transportequipmentand
repairing .077 .128 .089 .111 .151 .129
14. Miscellaneousmanufacturing .207 .145 .160 .115 .143 .118
Export Industries
15. Basicmetalindustries .081 .117 .113 .117 .116 .123
16. Paperandpaperproducts .119 .123 .026 .086 .023 .092
17. Chemicalsandproductsof
chemicals,petroleumandcoal .124 .133 .111 .116 .114 .122
V. CONCLUSIONS
1955 1961 1965
Wage/CapitalWage/CapitalWage/Capital
Industry Actual incomeRatiosIncomeRatiosIncomeRatios
Optimal Optimal Optimal
ShelteredIndustries
1. Food 18736 21626 19568 19251
2. Beverages 22500 36230 27271 21608
3. Woodandcork products,
furniture,andfixtures 20000 18699 19350 20539
4. Printing,publishing,andallied
industries 17554 18089 23575 22367
5. Leatherandrubberproducts 20556 19286 19956 21038
6. Non-metallicmineralproducts 22419 19086 22161 22435
7. Construction 25046 26980 25018 25236
Import-competingIndustries
8. Tobacco 20556 23433 19824 20556
9. Textiles 17293 15890 18296 17123
10. Footwear,otherwearingapparel,
andmade-up textilegoods 16638 18665 18515 18313
11. Iron, metalware,andmachine
industries 23014 23858 23906 23326
12. Electricalmachineryetc. 24294 26090 26995 26034
13. Transportequipmentand
repairing 23453 21923 22647 24516
14. Miscellaneousmanufacturing 21053 24793 23595 22366
ExportIndustries
IS. Basicmetalindustries 24508 19928 23870 23288
16. Paperandpaperproducts 21628 20970 17534 17459
17. Chemicalsandproductsof
chemicals,petroleum,and
coal 24473 22747 23625 23099
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Thisanalysisimplicitlyassumedthatthegovernmentisincompletecontrolof
thedistributionof income.If thisis nottrueAnandandJoshihaveshownthat:
(a) it maynot bepossibleto offsetmarketdistortionsfully evenif it weredesir-
ableto dososincegovernmentrevenuemaybeinsufficientforthepurpose;and(b)
it maynotbedesirableto offsetmarketdistortionsfullyevenif it werepossibleto
do so,sincethismayimplyreductionin governmentrevenueavailablefor income
distributionpolicy. Thus,departuresfroma technicallyefficientallocationof
resourcesmaybecalledfor aspartof a rationalresponseby governmentsto the
limitationstheyfaceincarryingoutadesirableredistributionpolicy.
Althoughconsiderableattentionhasbeengivento thetheoreticalspectsof
distortionsin thefactormarket,fewe~piricalstudieshavebeenmade.Onesuch
studyis by thepresentauthorusingdatafor Norway.Themainconclusionsof this
studyis thatit wouldnotbemuchto gainin termsof increasedproductionfroma
technicallyefficientreallocationof labourandcapitalbetweenindustries.Also,the
technicallyefficientallocationof labourandcapitalis quitesensitiveto alternative
magnitudesof certainparametersin theproductionfunction,especiallyto the
wage/capitalincomeratioswhichmayvaryovertimedueto e.g.businesscycles.
Therefore,onehastobeverycarefulindecidingwhatisin factatechnicallyefficient
allocationof labourandcapitalbetweenindustriesandalsoindecidingwhatshould
bedoneto makethisallocationmoretechnicallyefficient.Moreover,atleastin the
caseof Norway,theanalysismadebyAnandandJoshimaynotbeofgreatpractical
importance.However,onecannotexcludethepossibilitythattheiranalysismaybe
of importanceforsomelessdevelopedcountries.
Theempiricalevidenceof distortionsin thefactormarketshouldnotmean
thata lessdevelopedcountryshouldpayno attentionto distortionsin thefactor
market.Distortionsin thefactormarketmaybeof importancein somesectorsof
the economyin any country,althoughtheymaynot beof importancefor the
economyasa whole.Also,inthetheoreticalliterature,thetypeof distortionin the
factormarkethathasbeenputto theforefronthasbeenthatofwagedifferentials.
However,the distortionsthatmayexistin thecapitalmarketmaybethemost
important.Thus,in manylessdevelopedcountriesgovernmentsandbanksdiscri-
minatebetweenthetraditionalandthemodernsector,sothattherateof interest
facingthetraditionalsectoris muchhigherthantheonefacingthemodernsector.
Notonlydoesthjstypeof discriminationcreateatechnicallyinefficientallocationof
labourandcapitalbetweenindustries,butresultsalsoin adistortedistributionof
incomein favourof thewellto doin themodernsector.Thus,if alessdeveloped
countryis in favourof bothamoreequaldistributionofincomeandamoretechni-
callyefficientallocationof labourandcapitalbetweenindustries,it shouldtryhard
togetthecapitalmarketworkingmoreperfect.
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